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Introduction

The initid purpose of this ddivery order (which began in January 2001) was to assg the
South African government in policy andyss on locd government revenue, expenditure and
related topics. The find outputs of the Locd Government Financid Reform (LGFR) project
were to assst the Depatment of Provinciad and Locd Government (dplg) to first produce a
fiscd information database, and, second, utilize the data from the database, plus data from

additional sources, to produce a policy study that would result in three working papers in the
folowing areas.  divison of fiscd powers and functions between categories of municipdlities,
financing of didrict municipdities, and locd government’'s equitable share of nationdly raised
revenue. The project was completed in September 2001 and all outputs were delivered to
USAID. In order to support the continued process of loca government transformation, a resident
advisor, Peter Vaz, was gppointed to dplg for a 24-month period from October 2001 to
September 2003.  The contract was further extended a no cost to July 31, 2004. The objectives
of the resdent advisor were to develop and regulate frameworks for municipd finance matters
and intergovernmental fisca relations.

Locd government has been undergoing a three-phase process of transformation since the
fird democratic dections. The pre-interim phase from the adoption of the interim Congtitution
in 1993 to 1996 had over 1,200 municipdities. The interim phase from the time of the adoption
of the new Conditution in 1996 to 2000 reduced the number of municipdities to 843. The find
phase from the time of locd government eections in December 2000 further redemarcated
municipdities into the folowing wadl-to-wdl municipdities (combining rurad and urban): 6
Category A (metropolitan), 231 Category B (loca) and 47 Category C (didtrict) municipalities.
The find phase has been further divided into three subphases—establishment/amagamation
(2000-2002), consolidation (2003-2005) and sudtainability (2005 onward).  The establishment
phase is concerned with building new gructures and systems a the locd levd and findizing
locd government legidation, policy and regulations & the nationd and provincid leves. The
consolidation phase involves the find divison of powers and functions between category B and
C municipdities and any remaning legidation, policy and regulations The sudanability phase
involves full-scale implementation of local government legidation, policy and regulations.
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Key Successes

The key successes of the project include the following.

1. Contribution to successful collaboration between dplg and Nationa Treasury on key
policy issues

A peer-reviewed journd artide® co-authored by Silvia Dorado and Peter Vaz,
decribes how the LGFR project succeeded in facilitating a closer working
relaionship between the two depatments. Higtoricaly, dplg and Nationa Tressury
have had different pergpectives due to ther differing roles with regard to
intergovernmentd  fiscd rddions.  dplg views locd government as a whole and
concans itsdf with the wdfae of dl three categories of municipdities, while
Nationa Treasury is more concerned with the sSx metropolitan and 20 or s0 larger
locd municipdities  dplg's mgor focus is on savice ddivery while Nationa
Treasury’sis on financid management.

A cucid pat of RTI's role in the project was the convening of regular mestings
between dplg and Nationd Treasury and the coordination of a reference group
comprised of nationd government sectoral officids.  The meetings amed a getting
the two departments to reach agreement on policy around key issues related to fiscal
decentrdization. The reference group provided a forum for RTI to present key
project findings and get buy-in from the key stakeholders in the project. A factor
critica to the success of the project was that, for the duration of the LGFR project,
USAID placed RTI advisors in each of the two departments. With an RTI-led team &
dplg, coordination and problem solving with Nationd Treasury could take place on
an informa leve within RTI, in addition to forma channds,

2. Gazeting of authorizations by Miniger for Provinca and Locd Government (“the
Miniger”) on divison of powers and functions between Caegory B and C

! Dorado, Silviaand Peter Vaz. 2003. “Conveners or Champions of Collaboration in the Public Sector: A Case
from South Africa” Public Administration and Development, Vol. 23, pp. 141-150. U.K.: John Wiley and Sons.
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municipdities and implementation of certain key sections of the Municipa Structures
Act

The Municipa Structures Act (MSA) of 1998 divided powers and functions between
Category B and C municipdities. It provided for a fairly flexible arrangement, based
on capacities of municipditiess. The Municipa Structures Amendment Act (MSAA)
of 2000, however, placed four “national” functions—water, sanitation, eectricity, and
municipal  hedth—and severd other functions that were previoudy with Category B
municipdlities a the Category C levd. The Miniger can authorize Category B
municipdities to peform the four naionad functions and the Member of the
Executive Council (MEC) in each province can authorize Category B municipdities
to peform the other functions In order to minimize disruptions in service ddivery,
the Miniger, in November 2000, authorized Category B municipdities to perform the
four naiona functions in the areas of the former Trangtiond Loca Councils (TLCs)
within them—referred to as the “ status quo.”

However, mantenance of the datus quo left the gtuation fluid, and created
uncertainty for municipdities in tems of ther budgels and planning activities.
Medium-term budgets and effective integrated development plans could not be drawn
up until clarity was achieved. The prevaling Stuation dso gave little comfort to
private sector investors whose planning horizon extends well beyond the two-year
trangtiona period. It crested uncertainty and was hence likdy to impede both
exiging and future lending arangements.  This Stuation dso ddayed the completion
of the establishment/amagameation phase of local government transformetion.

Dr. Vaz played a dgnificant role in coordinating a process for dplg that led to the
gazetting (i.e, publication in the government gazeite) of Minigerid authorizetions on
January 3, 2003. He coordinated (with Karen Harrison from dplg) an
Interdepartmental Task Team (IDTT), condging of officids from dplg, Nationa
Treasury, Department of Water Affairs and Forestry (DWAF), Department of Hedth
(DOH), Depatment of Mineds and Energy (DME), South African Locd
Government  Association (SALGA), Financid and Fscd Commisson (FFC) and
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Municipd Demarcation Board (MDB). The IDTT presented a consensus report to the
key Minigers, to the Presdent's Coordinating Committee (PCC) and to the Locd
Government Committee of Minigers and Members of Executive  Council
(MINMEC). Dr. Vaz played a vitd role in providing support during the high-levd
consultation process during which the Miniger interacted with his counterparts in
other relevant ministries and with the provincid MECs.

Dissamination of information about these dplg decisons was another critica task.
For example, Dr. Vaz participated as part of a 9x-person team in communicating the
Minider's decisons a didrict-level workshops throughout the country between
January and March 2003. These workshops were designed to provide practical
guidance to municipdities on implementing the Miniger’'s decisons Dr. Vaz ds0
participated in provincid-level workshops on interim arangements to give effect to
the Miniger's decisons on water and sanitation between then and July 1, 2003.
Where possible, a dplg officid conducted both seats of workshops together with
Dr.Vaz, but in a number of instances he was required to conduct the workshops
sngle-handedly.

The RTI advisor's contribution was further relied upon during 2003-04 in providing
practical guidance on find arangements (including Section 78 processes required by
the Municipd Sysems Act) for water and sanitation and on arangements for
implementing the municipa hedlth decison (which took effect from July 1, 2004).

Findly, Dr. Vaz assged with the preparation of a question-and-answer booklet and a
guiddine document for the implementation of the divison of powers and functions
for water and sanitetion. These documents were didributed to dl municipdities a

the workshops.

. Passage of Property Rates Legidation

The resdent advisor contributed immensdy in shaping the policy developments on
the Property Rates Bill, induding assessments of the likdy financid implications for
municipdities of various policy proposds. This work resulted in Cabinet approving
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the Bill for introduction into Parliament in 2003. Dr. Vaz was dso asked to represent
dplg in severd didrict-level workshops between January and March 2003 to inform
municipdities and organized agriculture about the Bill and to facilitate interaction
between municipdities and organized agriculture around property rating issues. He
was identified as one of three people a dplg (the two others being dplg offidds—
Jackie Manche and Mizlikazi Manyike) who would be able to ded with this process

in an informed manner.

Dr. Vaz's technicd expertise was further relied upon when the Bill was processed
through Parliament in 2003-04. Again, he was one of a three-member team that took
the Parliamentary Portfolio Committee on Provincid and Locd Government (chared
by Yunus Carim) through a cause-by-clause briefing of the Bill. He paticipated in
various subcommittees that were convened on  agriculture, public  service
infragtructure and other issues. The Bill was gpproved by Paliament on March 4,
2004, and signed into law by the President on May 11, 2004. Dr. Vaz then asssted in
the preparation of a “key information booklet” on the Propety Raes Bill. This
booklet was didributed to municipdities and to representatives of organized
agriculture at the workshops.

There is dgnificant work outdanding on preparing regulations, developing
guiddines, asssing municipdities with implementing the Act and asssing dplg
with monitoring the implementation. There is dso work outstanding on harmonizing
the Propety Rates Act, the Commund Land Rights Bill and the White Paper on
Traditiond Leaders. Dr. Vaz was requested by dplg to be pat of an
interdepartmenta team dedling with this issue during 2003-04.

. Gazetting of Equiteéble Share Allocations for Municipdities in the Divison of

Revenue Act for the 2003/04 Medium-Term Expenditure Framework (MTEF) and
Medium- to Long-Term Review of the Formula

The RTI advisor worked closdy with dplg and Nationd Tressury officids to findize
the equitable share modd and dlocations for the 2003/04 to 2005/06 Medium-Term
Expenditure Framework (MTEF) period. The main issues in this regard relate to the
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divison of powers and functions, free basic services and nodd dlocations. These
dlocations were gazetted in the Divison of Revenue Act in April 2003. The gazetted
dlocations include the Basc Savices Grant (S grant) and Municipd Inditutiond
Grant (I grant), nodd dlocations, and additiona dlocations for free basc services
and free basic dectricity.

Dr. Vaz dso worked with dplg, Nationd Treasury, the FFC and SALGA on the
medium and long-term issues around the equitable share modd, mainly the incluson
of fiscd capacity into the formula  This is criticd ongoing work and the RTI
advisor's technicd expertise was invauable in the 2004-05 MTEF deliberations on
the equitable share.

. Processing of Municipa Finance Management Bill (MFMB) through Parliament

dplg was activdy involved in the MFMB hearings in Paliament. Dr. Vaz atended
internal department meetings to prepare for dplg's involvement and asssted dplg at
Paliamentary Portfolio Committee megtings.  The main issues that dplg is concerned
with are the sections related to financid emergencies and the synchronization of the
Bill with the Condtitution, the Municipd Structures Act and the Municipa Sysems
Act. With regard to financid emergencies, dplg was aso involved with proposed
Condtitutiond amendments. Dr. Vaz was dso involved in the preparation of the
monitoring, support and intervention framework that formed the policy backdrop for
the chapter on financia emergencies. The Bill was sgned into law by the President
late in 2003 and was being implemented in a phased manner as of July 1, 2004. It
sts the dage for responsble and internationdly recognized financid management
practices.

. Redtructuring of the Electricity Didtribution Industry

Dr. Vaz was involved in deliberations between DME and dplg around the issue of
dectricity resructuring. DME submitted two Cabinet memos, dedling with (1) key
policy issues rdding to the dectricity digtribution industry and (2) the Electricity
Didribution Industry (EDI) Restructuring Bill. Dr. Vaz coordinated dplg's response
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to the two Cabinet memos. He ds0 led he discussons a bilaterd meetings between
dplg and DME on the two Cabinet memos before they went to Cabinet. As a result of
these meetings, agreements were reached between the two departments to amend the
Cabinet memos and the Bill. Dr. Vaz played a vitd role in high-level consultations
between the dplg Miniger and the Miniger for Minerds and Energy that resulted in
reshgping the EDI Redtructuring Bill that was to be gazetted for public comment in
lae summer 2004. His technicad contribution resulted in the Bill being redrafted to
protect the interets of municipdities and the income they recelve from eectricity

reticulation.
7. Other Contributions

Apat from the specific contributions mentioned above, Dr. Vaz advised dplg on
vaious policy issues that have—or are likdy to have—impact on municipd finances.
He dso advised the Depatment on various Cabingt memoranda, policy documents,
and draft legidaion coming from various ndiond government departments,
induding the Depatment of Environmental Affairs and Tourism, Depatment of
Land Affairs, Nationd Treasury and so on.

The RTI advisor dso assgted the Department on various policy initiatives beyond his
scope of work, such as the review of Schedules 4 and 5 of the Conditution, policy
and legidation on intergovernmenta rdations, an assgnment framework for the
devolution of functions, and the Nationa Capacity Building Framework.

Key Challenges

The project has not been without its challenges, as described below.
1. High Turnover of dplg Staff

One of the biggest chdlenges facing the project has been the high turnover of dplg
daff in the past 4% years. Some key saff with whom Dr. Vaz worked directly, and
whose capacity he helped build, have left dplg. This is one of the reasons accounting
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for dplg's dependence on Dr. Vaz as a resident advisor since he became one of the
few people a dplg who had the inditutiond memory on dl issues rdaed to locd
government  financia and inditutiond issues and intergovernmenta  fiscd  rdations.
As recently as February 2004, dplg lost a Chief Director of Intergovernmental Fisca
Reations and a Director of Fisca Transfers. In June 2004, the Deputy Director
Generd for Systems and Capacity Building left dplg. Thus, a large part of Dr. Vaz's
work in the lag few months of his contract included filling the void left by the Chief
Director and Director, bringing the new Chief Director and Director (who joined in
May 2004) up to speed on issues and briefing the Acting Deputy Director Generd
(who assumed the post in July 2004).

. Loca Government Fiscd Framework

The LGFR project made recommendations on the equiteble share, the divison of
fiscd powers and functions, and the reform of the Regiond Services Council (RSC)
levy. During his tenure as a reddent advisor, Dr. Vaz was involved in drafting
Cabinet memoranda on the divison of fiscd powers and functions and the reform of
the RSC levy. Nationad Treasury stopped these Cabinet memoranda on the grounds
that they were done in the absence of an overdl loca government fiscal framework.
Nationd Treasury has hired consultants (through a World Bank grant) to work on the
loca government fiscal framework over the next 15 months.  This is crucid work
with regard to the future of loca government fnances. It is very important that dplg
has the necessary support to endble it to engage with Nationd Treasury on this
outstanding policy issue.  dplg is the champion of fiscd decentrdization in South
Africa while Nationd Treasury is much more centrdidic in its agpproach. Any
movement away from a trend of fiscd decentraization could have very serious
consequences for loca government fisca autonomy.

The Presdent, in his State of the Nation address, promised that there would be a
review of the eguitable share formula for loca government by December 2004 and
some findity on the issue of EDI restructuring by July 2004. Both these issues are
very cosdy linked to the loca government fiscd framework. The loca government
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equitable share needs D be regarded as the last piece in the fiscd framework, once dl
own-source revenues for locd government have been exhaused.  The EDI
redructuring has serious financid consequences for municipdities and this needs to

be considered in the overall context of the loca government fiscd framework.

Given that dplg hes suffered a loss in capacity, it is crucid that someone with in-
depth inditutiond knowledge of locad government finances smilar to Dr. Vaz works
cosdy with dplg over the next 9 to 12 nonths to ensure that dplg is able to review
and monitor Nationa Treasury’s policy approach on the locd government fiscal
framework and contribute sgnificantly to the debates and Cabinet submissons on the
above matters.

Implementation of Legidation

The proper implementation of both the Propety Rates Act and MFMA has very
important implications for loca government financer As mentioned ealier, the
MFMA will facilitate better data collection across the country. It will dso hep to
create more trangparency and accountsbility in loca government budgets. The
Property Rates Act needs regulations and guiddines and a proper communications
drategy to ensure that municipdities implement it correctly and wisdy. If these are
not done, there is the danger that municipdities may end up imposing rates tha are
detrimental to locd economic devdopment and may even maeidly and
unreasonably prejudice nationad economic policies.

. Divison of Fiscal Powers and Functions Between Category B and C Municipdlities

The Conditution mandates that when two municipdities in the same geographic area
have the same fiscd powers and functions, nationd legidation must come up with an
appropriate divison of these powers and functions. The Miniger's authorizations and
the MEC adjusments of powers and functions between Category B and C
municipdities have a direct bearing on this matter in keeping with the public finance
principle that finance mugs follow function. All the functions authorized by the
Miniger, with the exception of municipal hedth sarvices are sdf-financdng in nature




RTI

Local Government Financial Reform: Toward a
Sustainable System of Local Government

because they are linked to a tariff or user chage. However, most of the functions
adjusted by the MECs are not sdf-financing. In addition to the problem mentioned
ealier that the divison of fiscd powers and functions needs to be done within the
context of a loca government fiscd framework (which is Hill being formulated), the
Municipa Structures Act enables MECs to adjust powers and functions regularly,
after consdering recommendations by the Municipd Demarcation Board (MDB).
The MDB makes annual recommendations to MECs so powers and functions are
quite frequently adjusted between the two caegories of municipdities  This
ingability in the expenditure responshbilities of Category B and C municipdities
makes it very difficult to come up with an gppropriate divison of fisca powers and
functions. A posshle solution is to amend the Municipd Structures Act to limit the
powers of the MECs to adjust powers and functions. Again, this is a mgor policy
issue that needs to be sorted out in the next year.

. Municipa Revenue Enhancement Programme

dplg has crested a new directorate, cdled Municipd Viability, within the
Intergovernmental  Fiscd Reations Chief Directorate. This directorate will be
reqponsble for the coordingtion and implementation of a Municipd Revenue
Enhancement Programme.  This includes dements such as findizaion of the indigent
policy, reduction in government arears to municipdities, and the like It will dso
ded with assding municipdities with draiegies to improve billing and collection
gydems. Given that this is a new aspect of dplg's core business, it will need
assisance and capacity building to achieve its objective of building finencdly viadle
and sustainable loca government.

. Locd Government Fiscal Information Database

The LGFR project attempted to create a loca government fiscd information database
that would be housed a dplg. This endeavor met with limited success. The biggest
problem was the fact that the database was congtructed in the periods before and after
the 2000 municipd demarcation and eections At the time the project began in
January 2000, there were 843 trandtional municipdities in the country. Thus, data

10
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were collected on the basis of these 843 entities. By the time the project ended, they
had been redemarcated to 284 municipdities. There were, thus, problems with
mapping the old sysem to the new. In addition, there was no uniform format or
sysem for collecting municipd datas The lack of Standardization of data across
different data sources led to many discrepancies in the creation of the database. This
problem will now be reduced with the new budget reforms and the passage of the
Municipd Finance Management Act (MFMA). In fact, over the next few years, when
the sysem of locad government has reached the sustainability phase, is the ided time
to develop such afisca information database.

Conclusion

In concluson, USAID’s support to dplg through eement 1 of the Locd Governance
Support Program (under which Dr. Vaz was funded) not only has led to significant policy and
legidative achievements, but dso has trandated to implementation issues that criticaly impact
the ddlity of munidpdities to move from the edablishment/amagamation phase to the
conlidation and sudanability phases of locad government transformation. Although
municipdities are now supposed to be in the consolidation phase, the mgority only recently
completed the edablishment/amagamation phase. In addition, loca government eections are
coming up in December 2005. There is 4ill dgnificant policy, legidative and ongoing
implementation work outsanding.  dplg will consequently benefit immensdly from continued
policy assistance in 2004/05.
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